AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

§1.409(p)-1

not be treated as the grant of a new
stock right under §1.409A-1(b)(5)(V)(A),
and would not result in the stock right
being treated as having had a deferral
feature from the date of grant pursuant
to §1.409A-1(b)(5)(V)(C).

(vi) Rescission of modifications. Any
modification to the terms of a plan
that would inadvertently result in
treatment as a material modification
under this section is not considered a
material modification of the plan to
the extent the modification in the
terms of the plan is rescinded by the
earlier of a date before the right is ex-
ercised (if the change grants a discre-
tionary right) or the last day of the
taxable year of the service provider
during which such change occurred.
Thus, for example, if a service recipi-
ent modifies the terms of a plan on
March 1 to allow an individual em-
ployee to elect a new change in the
time or form of payment without real-
izing that such a change constituted a
material modification that would sub-
ject the plan to the requirements of
section 409A, and the modification is
rescinded on November 1, then if no
change in the time or form of payment
has been made pursuant to the modi-
fication before November 1, the plan is
not considered materially modified
under this section.

(vii) Definition of plan. For purposes
of this paragraph (a)(4), the term
“plan’ has the same meaning provided
in §1.409A-1(c), except that the plan ag-
gregation rules of §1.409A-1(c)(2) do not
apply.

(b) Regulatory applicability date.
§1.409A-1, §1.409A-2, §1.409A-3 and this
section are applicable for taxable years
beginning on or after January 1, 2008.

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR
41623, July 31, 2007; 73 FR 54945, Sept. 24, 2008;
73 FR 58438, Oct. 7, 2008]

§1.409(p)-1 Prohibited allocation of se-
curities in an S corporation.

(a) Organization of this section and def-
inition—(1) Organization of this section.
Section 409(p) applies if a nonalloca-
tion year occurs in an ESOP that holds
shares of stock of an S corporation
that are employer securities. Para-
graph (b) of this section sets forth the
general rule under section 409(p)(1) and
(2) prohibiting any accrual or alloca-
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tion to a disqualified person in a non-
allocation year. Paragraph (c) of this
section sets forth rules under section
409(p)(3), (b), and (7) for determining
whether a year is a nonallocation year,
generally based on whether disqualified
persons own at least 50 percent of the
shares of the S corporation, either tak-
ing into account only the outstanding
shares of the S corporation (including
shares held by the ESOP) or taking
into account both the outstanding
shares and synthetic equity of the S
corporation. Paragraphs (d), (e), and (f)
of this section contain definitions of
disqualified person under section
409(p)(4) and (b), deemed-owned ESOP
shares under section 409(p)(4)(C), and
synthetic equity under section
409(p)(6)(C). Paragraph (g) of this sec-
tion contains a standard for deter-
mining when the principal purpose of
the ownership structure of an S cor-
poration constitutes an avoidance or
evasion of section 409(p).

(2) Definitions. The following defini-
tions apply for purposes of section
409(p) and this section, as well as for
purposes of section 4979A, which im-
poses an excise tax on certain events.

(i) Deemed-owned ESOP shares has the
meaning set forth in paragraph (e) of
this section.

(i1) Disqualified person has the mean-
ing set forth in paragraph (d) of this
section.

(iii) Employer has the meaning set
forth in §1.410(b)-9.

(iv) Employer securities means em-
ployer securities within the meaning of
section 409(1).

(v) ESOP means an employee stock
ownership plan within the meaning of
section 4975(e)(7).

(vi) Prohibited «allocation has the
meaning set forth in paragraph (b)(2) of
this section.

(vii) S corporation means S corpora-
tion within the meaning of section
1361.

(viii) Synthetic equity has the mean-
ing set forth in paragraph (f) of this
section.

(b) Prohibited allocation in a nonalloca-
tion year—(1) General rule. Section
409(p)(1) provides that an ESOP holding
employer securities consisting of stock
in an S corporation must provide that
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no portion of the assets of the plan at-
tributable to (or allocable in lieu of)
such employer securities may, during a
nonallocation year, accrue under the
ESOP, or be allocated directly or indi-
rectly under any plan of the employer
(including the ESOP) meeting the re-
quirements of section 401(a), for the
benefit of any disqualified person.

(2) Additional rules—(1) Prohibited allo-
cation definition. For purposes of sec-
tion 409(p) and this section, a prohibited
allocation means an impermissible ac-
crual or an impermissible allocation.
Whether there is impermissible accrual
is determined under paragraph (b)(2)(ii)
of this section and whether there is an
impermissible allocation is determined
under paragraph (b)(2)(iii) of this sec-
tion. The amount of the prohibited al-
location is equal to the sum of the
amount of the impermissible accrual
plus the amount of the impermissible
allocation.

(ii) Impermissible accrual. There is an
impermissible accrual to the extent
that employer securities consisting of
stock in an S corporation owned by the
ESOP and any assets attributable
thereto are held under the ESOP for
the benefit of a disqualified person dur-
ing a nonallocation year. For this pur-
pose, assets attributable to stock in an
S corporation owned by an ESOP in-
clude any distributions, within the
meaning of section 1368, made on S cor-
poration stock held in a disqualified
person’s account in the ESOP (includ-
ing earnings thereon), plus any pro-
ceeds from the sale of S corporation se-
curities held for a disqualified person’s
account in the ESOP (including any
earnings thereon). Thus, in the event of
a nonallocation year, all S corporation
shares and all other ESOP assets at-
tributable to S corporation stock, in-
cluding distributions, sales proceeds,
and earnings on either distributions or
proceeds, held for the account of such
disqualified person in the ESOP during
that year are an impermissible accrual
for the benefit of that person, whether
attributable to contributions in the
current year or in prior years.

(iii) Impermissible allocation. An im-
permissible allocation occurs during a
nonallocation year to the extent that a
contribution or other annual addition
(within the meaning of section

§1.409(p)-1

415(c)(2)) is made with respect to the
account of a disqualified person, or the
disqualified person otherwise accrues
additional benefits, directly or indi-
rectly under the ESOP or any other
plan of the employer qualified under
section 401(a) (including a release and
allocation of assets from a suspense ac-
count, as described at §54.4975-11(c) and
(d) of this chapter) that, for the non-
allocation year, would have been added
to the account of the disqualified per-
son under the ESOP and invested in
employer securities consisting of stock
in an S corporation owned by the ESOP
but for a provision in the ESOP that
precludes such addition to the account
of the disqualified person, and invest-
ment in employer securities during a
nonallocation year.

(iv) Effects of prohibited allocation—
(A) Deemed distribution. If a plan year is
a nonallocation year, the amount of
any prohibited allocation in the ac-
count of a disqualified person as of the
first day of the plan year, as deter-
mined under this paragraph (b)(2), is
treated as distributed from the ESOP
(or other plan of the employer) to the
disqualified person on the first day of
the plan year. In the case of an imper-
missible accrual or impermissible allo-
cation that is not in the account of the
disqualified person as of the first day of
the plan year, the amount of the pro-
hibited allocation, as determined under
this paragraph (b)(2), is treated as dis-
tributed on the date of the prohibited
allocation. Thus, the fair market value
of assets in the disqualified person’s ac-
count that constitutes an impermis-
sible accrual or allocation is included
in gross income (to the extent in excess
of any investment in the contract allo-
cable to such amount) and is subject to
any additional income tax that applies
under section 72(t). A deemed distribu-
tion under this paragraph (b)(2)(iv)(A)
is not an actual distribution from the
ESOP. Thus, the amount of the prohib-
ited allocation is not an eligible roll-
over distribution under section 402(c).
However, for purposes of applying sec-
tions 72 and 402 with respect to any
subsequent distribution from the
ESOP, the amount that the disquali-
fied person previously took into ac-
count as income as a result of the
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deemed distribution is treated as in-
vestment in the contract.

(B) Other effects. If there is a prohib-
ited allocation, then the plan fails to
satisfy the requirements of section
4975(e)(7) and ceases to be an ESOP. In
such a case, the exemption from the ex-
cise tax on prohibited transactions for
loans to leveraged ESOPs contained in
section 4975(d)(3) would cease to apply
to any loan (with the result that the
employer would owe an excise tax with
respect to the previously exempt loan).
As a result of these failures, the plan
would lose the prohibited transaction
exemption for loans to an ESOP under
section 4975(d)(3) of the Code and sec-
tion 408(b)(3) of Title I of the Employee
Retirement Income Security Act of
1974, as amended (ERISA). Finally, a
plan that does not operate in accord-
ance with its terms to reflect section
409(p) fails to satisfy the qualification
requirements of section 401(a), which
would cause the corporation’s S elec-
tion to terminate under section 1362.
See also section 4979A(a) which imposes
an excise tax in certain events, includ-
ing a prohibited allocation under sec-
tion 409(p).

(C) Example. The rules of this para-
graph (b)(2)(iv) are illustrated by the
following example:

Example. (i) Facts. Corporation M, an S cor-
poration under section 1361, establishes Plan
P as an ESOP in 2006, with a calendar plan
year. Plan P is a qualified plan that includes
terms providing that a prohibited allocation
will not occur during a nonallocation year in
accordance with section 409(p). On December
31, 2006, all of the 1,000 outstanding shares of
stock of Corporation M, with a fair market
value of $30 per share, are contributed to
Plan P and allocated among accounts estab-
lished within Plan P for the benefit of Cor-
poration M’s three employees, individuals A,
B, and C, based on their compensation for
2006. As a result, on December 31, 2006, par-
ticipant A’s account includes 800 of the
shares ($24,000); participant B’s account in-
cludes 140 of the shares ($4,200); and partici-
pant C’s account includes the remaining 60
shares ($1,800). The plan year 2006 is a non-
allocation year, participants A and B are dis-
qualified persons on December 31, 2006, and a
prohibited allocation occurs for A and B on
December 31, 2006.

(ii) Conclusion. On December 31, 2006, par-
ticipants A and B each have a deemed dis-
tribution as a result of the prohibited alloca-
tion, resulting in income of $24,000 for partic-
ipant A and $4,200 for participant B. Corpora-
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tion M owes an excise tax under section
4979A, based on an amount involved of
$28,200. Plan P ceases to be an ESOP on the
date of the prohibited allocation (December
31, 2006) and also fails to satisfy the quali-
fication requirements of section 401(a) on
that date due to the failure to comply with
the provisions requiring compliance with
section 409(p). As a result of having an ineli-
gible shareholder under section 1361(b)(1)(B),
Corporation M ceases to be an S corporation
under section 1361 on December 31, 2006.

(v) Prevention of prohibited allocation—
(A) Transfer of account to non-ESOP. An
ESOP may prevent a nonallocation
year or a prohibited allocation during a
nonallocation year by providing for as-
sets (including S corporation securi-
ties) allocated to the account of a dis-
qualified person (or a person reason-
ably expected to become a disqualified
person absent a transfer described in
this paragraph (b)(2)(v)(A)) to be trans-
ferred into a separate portion of the
plan that is not an ESOP, as described
in §54.4975-11(a)(b) of this chapter, or to
another plan of the employer that sat-
isfies the requirements of section 401(a)
and that is not an ESOP. Any such
transfer must be effectuated by an af-
firmative action taken no later than
the date of the transfer, and all subse-
quent actions (including benefit state-
ments) generally must be consistent
with the transfer having occurred on
that date. In the event of such a trans-
fer involving S corporation securities,
the recipient plan is subject to tax on
unrelated business taxable income
under section 512.

(B) Relief from mnondiscrimination re-
quirement. Pursuant to this paragraph
(M)(2)(v)(B), if a transfer described in
paragraph (b)(2)(v)(A) of this section is
made from an ESOP to a separate por-
tion of the plan or to another qualified
plan of the employer that is not an
ESOP, then both the ESOP and the
plan or portion of a plan that is not an
ESOP do not fail to satisfy the require-
ments of §1.401(a)(4)-4 merely because
of the transfer. Further, subsequent to
the transfer, that plan will not fail to
satisfy the requirements of §1.401(a)(4)-
4 merely because of the benefits,
rights, and features with respect to the
transferred benefits if those benefits,
rights, and features would satisfy the
requirements of §1.401(a)(4)-4 if the
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mandatory disaggregation rule for
ESOPs at §1.410(b)-7(c)(2) did not apply.

(c) Nonallocation year. A year is a
nonallocation year if it is described in
the general definition in paragraph
(c)(1) of this section or if the special
rule of paragraph (c)(3) of this section
applies.

(1) General definition. For purposes of
section 409(p) and this section, a non-
allocation year means a plan year of an
ESOP during which, at any time, the
ESOP holds any employer securities
that are shares of an S corporation and
either—

(i) Disqualified persons own at least
50 percent of the number of out-
standing shares of stock in the S cor-
poration (including deemed-owned
ESOP shares); or

(ii) Disqualified persons own at least
50 percent of the sum of:

(A) The outstanding shares of stock
in the S corporation (including
deemed-owned ESOP shares); and

(B) The shares of synthetic equity in
the S corporation owned by disquali-
fied persons.

(2) Attribution rules. For purposes of
this paragraph (c), the rules of section
318(a) apply to determine ownership of
shares in the S corporation (including
deemed-owned ESOP shares) and syn-
thetic equity. However, for this pur-
pose, section 318(a)(4) (relating to op-
tions to acquire stock) is disregarded
and, in applying section 318(a)(1), the
members of an individual’s family in-
clude members of the individual’s fam-
ily under paragraph (d)(2) of this sec-
tion. In addition, an individual is treat-
ed as owning deemed-owned ESOP
shares of that individual notwith-
standing the employee trust exception
in section 318(a)(2)(B)(i). If the attribu-
tion rules in paragraph (f)(1) of this
section apply, then the rules of para-
graph (f)(1) of this section are applied
before (and in addition to) the rules of
this paragraph (c)(2).

(3) Special rule for avoidance or eva-
sion. (i) Any ownership structure de-
scribed in paragraph (g)(3) of this sec-
tion results in a nonallocation year. In
addition, each individual referred to in
paragraph (g)(3) of this section is treat-
ed as a disqualified person and the indi-
vidual’s interest in the separate entity

§1.409(p)-1

described in paragraph (g)(3) of this
section is treated as synthetic equity.

(ii) Pursuant to section 409(p)(7)(B),
the Commissioner, in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter),
may provide that a nonallocation year
occurs in any case in which the prin-
cipal purpose of the ownership struc-
ture of an S corporation constitutes an
avoidance or evasion of section 409(p).
For any year that is a nonallocation
year under this paragraph (c)(3), the
Commissioner may treat any person as
a disqualified person. See paragraph (g)
of this section for guidance regarding
when the principal purpose of an own-
ership structure of an S corporation in-
volving synthetic equity constitutes an
avoidance or evasion of section 409(p).

(4) Special rule for certain stock rights.
(i) For purposes of paragraph (c)(1) of
this section, a person is treated as own-
ing stock if the person has an exer-
cisable right to acquire the stock, the
stock is both issued and outstanding,
and the stock is held by persons other
than the ESOP, the S corporation, or a
related entity (as defined in paragraph
(£)(3) of this section).

(ii) This paragraph (c)(4) applies only
if treating persons as owning the
shares described in paragraph (c)(4)(i)
of this section results in a nonalloca-
tion year. This paragraph (c)(4) does
not apply to a right to acquire stock of
an S corporation held by a shareholder
that is subject to Federal income tax
that, under §1.1361-1(1)(2)(iii)(A) or
(1)(4)({ii)(C), would not be taken into
account in determining if an S corpora-
tion has a second class of stock, pro-
vided that a principal purpose of the
right is not the avoidance or evasion of
section 409(p). Under the last sentence
of paragraph (f)(2)(i) of this section,
this paragraph (c)(4)(ii) does not apply
for purposes of determining ownership
of deemed-owned ESOP shares or
whether an interest constitutes syn-
thetic equity.

(5) Application with respect to shares
treated as owned by more than one per-
son. For purposes of applying para-
graph (c)(1) of this section, if, by appli-
cation of the rules of paragraph (c)(2),
(c)(4), or (f)(1) of this section, any share
is treated as owned by more than one
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person, then that share is counted as a
single share and that share is treated
as owned by disqualified persons if any
of the owners is a disqualified person.

(6) Effect of monallocation year. See
paragraph (b) of this section for a pro-
hibition applicable during a nonalloca-
tion year. See also section 4979A for an
excise tax applicable in certain cases,
including section 4979A(a)(3) and (4)
which applies during a nonallocation
year (whether or not there is a prohib-
ited allocation during the year).

(d) Disqualified persons. A person is a
disqualified person if the person is de-
scribed in paragraph (d)(1), (d)(2), or
(d)(3) of this section.

(1) General definition. For purposes of
section 409(p) and this section, a dis-
qualified person means any person for
whom—

(i) The number of such person’s
deemed-owned ESOP shares of the S
corporation is at least 10 percent of the
number of the deemed-owned ESOP
shares of the S corporation;

(ii) The aggregate number of such
person’s deemed-owned ESOP shares
and synthetic equity shares of the S
corporation is at least 10 percent of the
sum of—

(A) The total number of deemed-
owned ESOP shares of the S corpora-
tion; and

(B) The person’s synthetic equity
shares of the S corporation;

(iii) The aggregate number of the S
corporation’s deemed-owned ESOP
shares of such person and of the mem-
bers of such person’s family is at least
20 percent of the number of deemed-
owned ESOP shares of the S corpora-
tion; or

(iv) The aggregate number of the S
corporation’s deemed-owned ESOP
shares and synthetic equity shares of
such person and of the members of such
person’s family is at least 20 percent of
the sum of—

(A) The total number of deemed-
owned ESOP shares of the S corpora-
tion; and

(B) The synthetic equity shares of
the S corporation owned by such per-
son and the members of such person’s
family.

(2) Treatment of family members; defini-
tion—(i) Rule. Each member of the fam-
ily of any person who is a disqualified
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person under paragraph (d)(1)(iii) or
(iv) of this section and who owns any
deemed-owned ESOP shares or syn-
thetic equity shares is a disqualified
person.

(ii) General definition. For purposes of
section 409(p) and this section, member
of the family means, with respect to an
individual—

(A) The spouse of the individual;

(B) An ancestor or lineal descendant
of the individual or the individual’s
spouse;

(C) A brother or sister of the indi-
vidual or of the individual’s spouse and
any lineal descendant of the brother or
sister; and

(D) The spouse of any individual de-
scribed in paragraph (d)(2)(ii)(B) or (C)
of this section.

(iii) Spouse. A spouse of an individual
who is legally separated from such in-
dividual under a decree of divorce or
separate maintenance is not treated as
such individual’s spouse under para-
graph (d)(2)(ii) of this section.

(3) Special rule for certain monalloca-
tion years. See paragraph (c)(3) of this
section (relating to avoidance or eva-
sion of section 409(p)) for special rules
under which certain persons are treat-
ed as disqualified persons.

(4) Example. The rules of this para-
graph (d) are illustrated by the fol-
lowing examples:

Example 1. (i) Facts. An S corporation has
800 outstanding shares, of which 100 are
owned by individual O and 700 are held in an
employee stock ownership plan (ESOP) dur-
ing 2006, including 200 shares held in the
ESOP account of O, 65 shares held in the
ESOP account of participant P, 65 shares
held in the ESOP account of participant Q
who is P’s spouse, and 14 shares held in the
ESOP account of R, who is the daughter of P
and Q. There are no unallocated suspense ac-
count shares in the ESOP. The S corporation
has no synthetic equity.

(ii) Conclusion. Under paragraph (d)(1)(i) of
this section, O is a disqualified person during
2006 because O’s account in the ESOP holds
at least 10% of the shares owned by the
ESOP (200 is 28.6% of 700). During 2006, nei-
ther P, Q, nor R is a disqualified person
under paragraph (d)(1)(i) of this section, be-
cause each of their accounts holds less than
10% of the shares owned by the ESOP. How-
ever, each of P, Q, and R is a disqualified per-
son under paragraph (d)(1)(iii) of this section
because P and members of P’s family own at
least 20% of the deemed-owned ESOP shares
(144 (the sum of 65, 65 and 14) is 20.6% of 700).
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As a result, disqualified persons own at least
50% of the outstanding shares of the S cor-
poration during 2006 (O’s 100 directly owned
shares, O’s 200 deemed-owned shares, P’s 65
deemed-owned shares, Q’s 656 deemed-owned
shares, and R’s 14 deemed-owned shares are
55.5% of 800).

Example 2. (i) Facts. An S corporation has
shares that are owned by an ESOP and var-
ious individuals. Individuals S and T are
married and have a son, U. Individuals V and
W are married and have a daughter, X. Indi-
viduals U and X are married. Individual V
has a brother Y. Their percentages of the
deemed-owned ESOP shares of the S corpora-
tion are as follows: T has 6%; U has 7%; and
V has 8%. Neither S, W, X, nor Y has any
deemed-owned ESOP shares and the S cor-
poration has no synthetic equity. However,
individual S and individual Y each own di-
rectly a number of shares of the outstanding
shares of the S corporation.

(ii) Conclusion. In this example, individual
U is a disqualified person under paragraph
(d)(1) of this section (because U’s family con-
sists of S, T, U, V, W, and X, and, in the ag-
gregate, those persons own more than 20% of
the deemed-owned ESOP shares) and indi-
vidual X is also a disqualified person under
paragraph (d)(1) of this section (because T's
family consists of S, T, U, V, W, and X, and,
in the aggregate, those persons own more
than 20% of the deemed-owned ESOP shares).
Further, individuals T and V are each a dis-
qualified person under paragraph (d)(2) of
this section because each is a member of a
family that includes one or more disqualified
persons and each has deemed-owned ESOP
shares. However, individuals S, W, and Y are
not disqualified persons under this paragraph
(d). For example, S does not own more than
10% of the deemed-owned ESOP shares, and
S’s family, which consists of S, T, U, and X,
owns, in the aggregate, only 13% of the
deemed-owned ESOP shares (X’s parents are
not members of S’s family because the fam-
ily members of a person do not include the
parents-in-law of the person’s descendants).
Further, note that, for purposes of deter-
mining whether the ESOP has a nonalloca-
tion year under paragraph (c) of this section,
the shares directly owned by S and Y would
be taken into account as shares owned by
disqualified persons under the attribution
rules in paragraph (c)(2) of this section.

(e) Deemed-owned ESOP shares. For
purposes of section 409(p) and this sec-
tion, a person is treated as owning his
or her deemed-owned ESOP shares.
Deemed-owned ESOP shares owned by
a person mean, with respect to any per-
son—

(1) Any shares of stock in the S cor-
poration constituting employer securi-
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ties that are allocated to such person’s
account under the ESOP; and

(2) Such person’s share of the stock
in the S corporation that is held by the
ESOP but is not allocated to the ac-
count of any participant or beneficiary
(with such person’s share to be deter-
mined in the same proportion as the
shares released and allocated from a
suspense account, as described at
§54.4975-11(c) and (d) of the Excise Tax
Regulations, under the ESOP for the
most recently ended plan year for
which there were shares released and
allocated from a suspense account, or if
there has been no such prior release
and allocation from a suspense ac-
count, then determined in proportion
to a reasonable estimate of the shares
that would be released and allocated in
the first year of a loan repayment).

(f) Synthetic equity and rights to ac-
quire stock of the S corporation—(1) Own-
ership of synthetic equity. For purposes
of section 409(p) and this section, syn-
thetic equity means the rights de-
scribed in paragraph (f)(2) of this sec-
tion. Synthetic equity is treated as
owned by the person that has any of
the rights specified in paragraph (£)(2)
of the section. In addition, the attribu-
tion rules as set forth in paragraph
(c)(2) of this section apply for purposes
of attributing ownership of synthetic
equity.

(2) Synthetic equity—(@i) Rights to ac-
quire stock of the S corporation—(A) Gen-
eral rule. Synthetic equity includes any
stock option, warrant, restricted stock,
deferred issuance stock right, stock ap-
preciation right payable in stock, or
similar interest or right that gives the
holder the right to acquire or receive
stock of the S corporation in the fu-
ture. Rights to acquire stock in an S
corporation with respect to stock that
is, at all times during the period when
such rights are effective, both issued
and outstanding, and held by a person
other than the ESOP, the S corpora-
tion, or a related entity are not syn-
thetic equity but only if that person is
subject to federal income taxes. (See
also paragraph (c)(4) of this section.)

(B) Exception for certain rights of first
refusal. A right of first refusal to ac-
quire stock held by an ESOP is not
treated as a right to acquire stock of
an S corporation under this paragraph
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if the right to acquire stock would not
be taken into account under §1.1361-
1(1)(2)(iii)(A) in determining if an S cor-
poration has a second class of stock
and the price at which the stock is ac-
quired under the right of first refusal is
not less than the price determined
under section 409(h). See §54.4975—
11(d)(5) of the Excise Tax Regulations.
The right of first refusal must also
comply with the requirements of
§54.4975-7(b)(9) of the Excise Tax Regu-
lations. This paragraph (£)(2)(i)(B) does
not apply if, based on the facts and cir-
cumstances, the Commissioner finds
that the right to acquire stock held by
the ESOP constitutes an avoidance or
an evasion of section 409(p). See also
section 408(d) of ERISA, under which
the exemption provided by section
408(e) of ERISA (and the related exemp-
tion at section 4975(d)(13) of the Code)
does not apply to an owner-employee,
including an employee or officer of an
S corporation who is a 5 percent owner.

(i1) Special rule for certain stock rights.
Synthetic equity also includes a right
to a future payment (payable in cash or
any other form other than stock of the
S corporation) from an S corporation
that is based on the value of the stock
of the S corporation, such as apprecia-
tion in such value. Thus, for example,
synthetic equity includes a stock ap-
preciation right with respect to stock
of an S corporation that is payable in
cash or a phantom stock unit with re-
spect to stock of an S corporation that
is payable in cash.

(iii) Rights to acquire interests in or as-
sets of an S corporation or a related enti-
ty. Synthetic equity includes a right to
acquire stock or other similar interests
in a related entity to the extent of the
S corporation’s ownership. Synthetic
equity also includes a right to acquire
assets of an S corporation or a related
entity other than either rights to ac-
quire goods, services, or property at
fair market value in the ordinary
course of business or fringe benefits ex-
cluded from gross income under section
132.

(iv) Special rule for nonqualified de-
ferred compensation. (A) Synthetic eq-
uity also includes any of the following
with respect to an S corporation or a
related entity: any remuneration to
which section 404(a)(b) applies; remu-
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neration for which a deduction would
be permitted under section 404(a)(5) if
separate accounts were maintained;
any right to receive property, as de-
fined in §1.83-3(e) of the Income Tax
Regulations (including a payment to a
trust described in section 402(b) or to
an annuity described in section 403(c))
in a future year for the performance of
services; any transfer of property in
connection with the performance of
services to which section 83 applies to
the extent that the property is not sub-
stantially vested within the meaning of
§1.83-3(1) by the end of the plan year in
which transferred; and a split-dollar
life insurance arrangement under §1.61-
22(b) entered into in connection with
the performance of services (other than
one under which, at all times, the only
economic benefit that will be provided
under the arrangement is current life
insurance protection as described in
§1.61-22(d)(3)). Synthetic equity also in-
cludes any other remuneration for
services under a plan, method, or ar-
rangement deferring the receipt of
compensation to a date that is after
the 156th day of the 3rd calendar month
after the end of the entity’s taxable
year in which the related services are
rendered. However, synthetic equity
does not include benefits under a plan

that is an eligible retirement plan
within the meaning of section
402(c)(8)(B).

(B) For purposes of applying para-
graph (f)(2)(iv)(A) of this section with
respect to an ESOP, synthetic equity
does not include any interest described
in such paragraph (f)(2)(iv)(A) of this
section to the extent that—

(I) The interest is nonqualified de-
ferred compensation (within the mean-
ing of section 3121(v)(2)) that was out-
standing on December 17, 2004;

(2) The interest is an amount that
was taken into account (within the
meaning of §31.3121(v)(2)-1(d) of this
chapter) prior to January 1, 2005, for
purposes of taxation under chapter 21
of the Internal Revenue Code (or in-
come attributable thereto); and

(3) The interest was held before the
first date on which the ESOP acquires
any employer securities.

(v) No overlap among shares of deemed-
owned ESOP shares or synthetic equity.
Synthetic equity under this paragraph
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(£)(2) does not include shares that are
deemed-owned ESOP shares (or any
rights with respect to deemed-owned
ESOP shares to the extent such rights
are specifically provided under section
409(h)). In addition, synthetic equity
under a specific subparagraph of this
paragraph (f)(2) does not include any-
thing that is synthetic equity under a
preceding provision of paragraph
(£)(2){), (ii), (ii), or (iv) of this section.

(3) Related entity. For purposes of this
paragraph (f), related entity means any
entity in which the S corporation holds
an interest and which is a partnership,
a trust, an eligible entity that is dis-
regarded as an entity that is separate
from its owner under §301.7701-3 of this
chapter, or a qualified subchapter S
subsidiary under section 1361(b)(3).

(4) Number of synthetic shares—(i) Syn-
thetic equity determined by reference to S
corporation shares. In the case of syn-
thetic equity that is determined by ref-
erence to shares of stock of the S cor-
poration, the person who is entitled to
the synthetic equity is treated as own-
ing the number of shares of stock deliv-
erable pursuant to such synthetic eq-
uity. In the case of synthetic equity
that is determined by reference to
shares of stock of the S corporation,
but for which payment is made in cash
or other property (besides stock of the
S corporation), the number of shares of
synthetic equity treated as owned is
equal to the number of shares of stock
having a fair market value equal to the
cash or other property (disregarding
lapse restrictions as described in §1.83-
3(i)). Where such synthetic equity is a
right to purchase or receive S corpora-
tion shares, the corresponding number
of shares of synthetic equity is deter-
mined without regard to lapse restric-
tions as described in §1.83-3(i) or to any
amount required to be paid in exchange
for the shares. Thus, for example, if a
corporation grants an employee of an S
corporation an option to purchase 100
shares of the corporation’s stock, exer-
cisable in the future only after the sat-
isfaction of certain performance condi-
tions, the employee is the deemed
owner of 100 synthetic equity shares of
the corporation as of the date the op-
tion is granted. If the same employee
were granted 100 shares of restricted S
corporation stock (or restricted stock
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units), subject to forfeiture until the
satisfaction of performance or service
conditions, the employee would like-
wise be the deemed owner of 100 syn-
thetic equity shares from the grant
date. However, if the same employee
were granted a stock appreciation
right with regard to 100 shares of S cor-
poration stock (whether payable in
stock or in cash), the number of syn-
thetic equity shares the employee is
deemed to own equals the number of
shares having a value equal to the ap-
preciation at the time of measurement
(determined without regard to lapse re-
strictions).

(ii) Synthetic equity determined by ref-
erence to shares in a related entity. In the
case of synthetic equity that is deter-
mined by reference to shares of stock
(or similar interests) in a related enti-
ty, the person who is entitled to the
synthetic equity is treated as owning
shares of stock of the S corporation
with the same aggregate value as the
number of shares of stock (or similar
interests) of the related entity (with
such value determined without regard
to any lapse restriction as defined at
§1.83-3(1)).

(iii) Other synthetic equity—(A) Gen-
eral rule. In the case of any synthetic
equity to which neither paragraph
(f)(4)(i) of this section nor paragraph
(£)(4)(ii) of this section apply, the per-
son who is entitled to the synthetic eq-
uity is treated as owning on any date a
number of shares of stock in the S cor-
poration equal to the present value (on
that date) of the synthetic equity (with
such value determined without regard
to any lapse restriction as defined at
§1.83-3(1)) divided by the fair market
value of a share of the S corporation’s
stock as of that date.

(B) Use of annual or more frequent de-
termination dates. A year is a nonalloca-
tion year if the thresholds in paragraph
(c) of this section are met at any time
during that year. However, for pur-
poses of this paragraph (f)(4)(iii), an
ESOP may provide that the number of
shares of S corporation stock treated
as owned by a person who is entitled to
synthetic equity to which this para-
graph (f)(4)(iii) applies is determined
annually (or more frequently), as of the
first day of the ESOP’s plan year or as
of any other reasonable determination
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date or dates during a plan year. If the
ESOP so provides, the number of
shares of synthetic equity to which
this paragraph (f)(4)(iii) applies that
are treated as owned by that person for
any period from a given determination
date through the date immediately pre-
ceding the next following determina-
tion date is the number of shares treat-
ed as owned on the given determina-
tion date.

(C) Use of triennial recalculations. (1)
Although an ESOP must have a deter-
mination date that is no less frequent
than annually, if the terms of the
ESOP so provide, then the number of
shares of synthetic equity with respect
to grants of synthetic equity to which
this paragraph (f)(4)(iii) applies may be
fixed for a specified period from a de-
termination date identified under the
ESOP through the day before a deter-
mination date that is not later than
the third anniversary of the identified
determination date. Thus, the ESOP
must provide for the number of shares
of synthetic equity to which this para-
graph (f)(4)(iii) applies to be re-deter-
mined not less frequently than every
three years, based on the S corporation
share value on a determination date
that is not later than the third anni-
versary of the identified determination
date and the aggregate present value of
the synthetic equity to which this
paragraph (f)(4)(iii) applies (including
all grants made during the three-year
period) on that determination date.

(2) However, additional accruals, al-
locations, or grants (to which this
paragraph (f)(4)(iii) applies) that are
made during such three-year period are
taken into account on each determina-
tion date during that period, based on
the number of synthetic equity shares
resulting from the additional accrual,
allocation, or grant (determined as of
the determination date on or next fol-
lowing the date of the accrual, alloca-
tion, or grant). See Example 3 of para-
graph (h) of this section for an example
illustrating this paragraph (f)(4)(iii)(C).

(3) If, as permitted under this para-
graph (f)(4)(iii)(C), an ESOP provides
for the number of shares of synthetic
equity to be fixed for a specified period
from a determination date to a subse-
quent determination date, then that
subsequent determination date can be
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changed to a new determination date,
subject to the following conditions:

(1) The change in the subsequent de-
termination date must be effectuated
through a plan amendment adopted be-
fore the new determination date;

(i1) The new determination date must
be earlier than the prior determination
date (that is, the new determination
date must be earlier than the deter-
mination date applicable in the ab-
sence of the plan amendment);

(7ii) The conditions in paragraph
(£)(4)(iii)(C)(2) of this section must be
satisfied measured from the new deter-
mination date; and

(iv) Except to the extent permitted
by the Commissioner in revenue rul-
ings, notices, or other guidance pub-
lished in the Internal Revenue Bulletin
(see §601.601(d)(2)(i1)(b) of this chapter),
the change must be adopted in connec-
tion with either a change in the plan
year of the ESOP or a merger, consoli-
dation, or transfer of plan assets of the
ESOP under section 414(1) (and the new
determination date must consistent
with that plan year change or section
414(1) event).

(4) Conditions for application of rules.
This paragraph (f)(4)(iii)(C) only ap-
plies with respect to grants of syn-
thetic equity to which this paragraph
(f)(4)(iii) applies. In addition, para-
graph (f)(4)(iii)(C) of this section ap-
plies only if the fair market value of a
share of the S corporation securities on
any determination date is not unrepre-
sentative of the value of the S corpora-
tion securities throughout the rest of
the plan year and only if the terms of
the ESOP include provisions con-
forming to paragraph (f)(4)(iii)(C)(1) of
this section which are consistently
used by the ESOP for all persons. In
addition, paragraph (f)(4)(iii)(C)(I) of
this section applies only if the terms of
the ESOP include provisions con-
forming to paragraphs (f)(4)(iii)(C)(I1) of
this section which are consistently
used by the ESOP for all persons.

(iv) Adjustment of number of synthetic
equity shares where ESOP owns less than
100 percent of S corporation. The number
of synthetic shares otherwise deter-
mined under this paragraph (f)(4) is de-
creased ratably to the extent that
shares of the S corporation are owned
by a person who is not an ESOP and
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who is subject to Federal income taxes.
For example, if an S corporation has
200 outstanding shares, of which indi-
vidual A owns 50 shares and the ESOP
owns the other 150 shares, and indi-
vidual B would be treated under this
paragraph (f)(4) as owning 100 synthetic
equity shares of the S corporation but
for this paragraph (f)(4)(iv), then, under
the rule of this paragraph (f)(4)(iv), the
number of synthetic shares treated as
owned by B under this paragraph (f)(4)
is decreased from 100 to 75 (because the
ESOP only owns 75 percent of the out-
standing stock of the S corporation,
rather than 100 percent).

(v) Special rule for shares with greater
voting power than ESOP shares. Not-
withstanding any other provision of
this paragraph (f)(4), if a synthetic eq-
uity right includes (directly or indi-
rectly) a right to purchase or receive
shares of S corporation stock that have
per-share voting rights greater than
the per-share voting rights of one or
more shares of S corporation stock
held by the ESOP, then the number of
shares of deemed owned synthetic eq-
uity attributable to such right is not
less than the number of shares that
would have the same voting rights if
the shares had the same per-share vot-
ing rights as shares held by the ESOP
with the least voting rights. For exam-
ple, if shares of S corporation stock
held by the ESOP have one voting
right per share, then an individual who
holds an option to purchase one share
with 100 voting rights is treated as
owning 100 shares of synthetic equity.

(g) Awvoidance or evasion of Ssection
409(p) involving synthetic equity—(1)
General rule. Paragraph (g)(2) of this
section sets forth a standard for deter-
mining whether the principal purpose
of the ownership structure of an S cor-
poration involving synthetic equity
constitutes an avoidance or evasion of
section 409(p). Paragraph (g)(3) of this
section identifies certain specific own-
ership structures that constitute an
avoidance or evasion of section 409(p).
See also paragraph (c)(3) of this section
for a rule under which the ownership
structures in paragraph (g)(3) of this
section result in a nonallocation year
for purposes of section 409(p).

(2) Standard for determining when there
is an avoidance or evasion of section
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409(p) involving synthetic equity. For
purposes of section 409(p) and this sec-
tion, whether the principal purpose of
the ownership structure of an S cor-
poration involving synthetic equity
constitutes an avoidance or evasion of
section 409(p) is determined by taking
into account all the surrounding facts
and circumstances, including all fea-
tures of the ownership of the S cor-
poration’s outstanding stock and re-
lated obligations (including synthetic
equity), any shareholders who are tax-
able entities, and the cash distribu-
tions made to shareholders, to deter-
mine whether, to the extent of the
ESOP’s stock ownership, the ESOP re-
ceives the economic benefits of owner-
ship in the S corporation that occur
during the period that stock of the S
corporation is owned by the ESOP.
Among the factors indicating that the
ESOP receives those economic benefits
include shareholder voting rights, the
right to receive distributions made to
shareholders, and the right to benefit
from the profits earned by the S cor-
poration, including the extent to which
actual distributions of profits are made
from the S corporation to the ESOP
and the extent to which the ESOP’s
ownership interest in undistributed
profits and future profits is subject to
dilution as a result of synthetic equity.
For example, the ESOP’s ownership in-
terest is not subject to dilution if the
total amount of synthetic equity is a
relatively small portion of the total
number of shares and deemed-owned
shares of the S corporation.

(3) Specific transactions that constitute
an avoidance or evasion of section 409(p)
involving segregated profits. Taking into
account the standard in paragraph
(2)(2) of this section, the principal pur-
pose of the ownership structure of an S
corporation constitutes an avoidance
or evasion of section 409(p) in any case
in which—

(i) The profits of the S corporation
generated by the business activities of
a specific individual or individuals are
not provided to the ESOP, but are in-
stead substantially accumulated and
held for the benefit of the individual or
individuals on a tax-deferred basis
within an entity related to the S cor-
poration, such as a partnership, trust,
or corporation (such as in a subsidiary
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that is a disregarded entity), or any
other method that has the same effect
of segregating profits for the benefit of
such individual or individuals (such as
nonqualified deferred compensation de-
scribed in paragraph (f)(2)(iv) of this
section);

(ii) The individual or individuals for
whom profits are segregated have
rights to acquire 50 percent or more of
those profits directly or indirectly (for
example, by purchase of the sub-
sidiary); and

(iii) A nonallocation year would
occur if this section were separately
applied with respect to either the sepa-
rate entity or whatever method has the
effect of segregating profits of the indi-
vidual or individuals, treating such en-
tity as a separate S corporation owned
by an ESOP (or in the case of any other
method of segregation of profits by
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treating those profits as the only as-
sets of a separate S corporation owned
by an ESOP).

(h) Examples. The rules of this section
are illustrated by the following exam-
ples:

Example 1. Relating to determination of dis-
qualified persons and mnonallocation year if
there is no synthetic equity. (i) Facts. Corpora-
tion X is a calendar year S corporation that
maintains an ESOP. X has a single class of
common stock, of which there are a total of
1,200 shares outstanding. X has no synthetic
equity. In 2006, individual A, who is not an
employee of X (and is not related to any em-
ployee of X), owns 100 shares directly, B, who
is an employee of X, owns 100 shares directly,
and the remaining 1,000 shares are owned by
an ESOP maintained by X for its employees.
The ESOP’s 1,000 shares are allocated to the
accounts of individuals who are employees of
X (none of whom are related), as set forth in
columns 1 and 2 in the following table:

2 3 4

9
Shareholders

Deemed-owned
ESOP shares (total

Percentage deemed-

owned ESOP shares Disqualified person

Other participants ....

of 1,000)
330 33 | Yes.
145 14.5 | Yes.
75 7.5 | No.
30 3 | No.
20 2 | No.
1400 (2) | No.

1None exceed 10 shares.
21% or less.

(ii) Conclusion with respect to disqualified
persons. As shown in column 4 in the table
contained in paragraph (i) of Example 1, indi-
viduals B and C are disqualified persons for
2006 under paragraph (d)(1) of this section be-
cause each owns at least 10% of X’s deemed-
owned ESOP shares. However, the synthetic
equity shares owned by any person do not af-
fect the calculation for any other person’s
ownership of shares.

(iii) Conclusion with respect to nonallocation
year. 2006 is not a nonallocation year under
section 409(p) because disqualified persons do
not own at least 50% of X’s outstanding

shares (the 100 shares owned directly by B,
B’s 330 deemed-owned ESOP shares, plus C’s
145 deemed-owned ESOP shares equal only
47.9% of the 1,200 outstanding shares of X).

Example 2. Relating to determination of dis
qualified persons and mnonallocation year if
there is synthetic equity. (i) Facts. The facts
are the same as in Erxample 1, except that, as
shown in column 4 of the table in this Exam-
ple 2, individuals E and F have options to ac-
quire 110 and 130 shares, respectively, of the
common stock of X from X:

2 3 5
1 Deemed- Percentage 4 Shareholder percentage 6
Shareholder owned ESOP deemed- Options of deemed-owned Disqualified
shares owned ESOP (240) ESOP plus synthetic eg- person
(total of 1,000) shares uity shares
330 33| Yes (col. 3).
145 145 | e Yes (col. 3).
75 75 | i No.
30 3 110 | 11.1% ([30+ 91.7] di- Yes (col. 5).
vided by 1,091.7).
F o 20 2 130 | 11.6% ([20 +108.3] di- Yes (col. 5).
vided by 1,108.3).

702



Internal Revenue Service, Treasury

§1.409(p)-1

2 5
1 Deemed- Percentage 4 Shareholder percentage 6
Shareholder owned ESOP deemed- Options of deemed-owned Disqualified
shares owned ESOP (240) ESOP plus synthetic eqg- person
(total of 1,000) shares uity shares
Other participants .......... 1400 (3) | e No.

1None exceeds 10 shares.
21% or less.

(ii) Conclusion with respect to disqualified
persons. Individual FE’s synthetic equity
shares are counted in determining whether E
is a disqualified person for 2006, and indi-
vidual F’s synthetic equity shares are count-
ed in determining whether F is a disqualified
person for 2006. Applying the rule of para-
graph (f)(4)(iv) of this section, E’s option to
acquire 110 shares of the S corporation con-
verts under paragraph (f)(4)(iv) of this sec-
tion, into 91.7 shares of synthetic equity (110
times the ratio of the 1,000 deemed-owned
ESOP shares to the sum of the 1,000 deemed-
owned ESOP shares plus the 200 shares held
outside the ESOP by A and B). Similarly, F’s
option to acquire 130 shares of the S corpora-
tion converts into 108.3 shares of synthetic
equity (130 times the ratio of the 1,000
deemed-owned ESOP shares to the sum of
the 1,000 deemed-owned ESOP shares plus the
200 shares held outside the ESOP by A and
B). However, the synthetic equity shares
owned by any person do not affect the cal-
culation for any other person’s ownership of
shares. Accordingly, as shown in column 6 in
the table contained in paragraph (i) of Exam-
ple 2, individuals B, C, E, and F are disquali-
fied persons for 2006.

(iii) Conclusion with respect to nonallocation
year. The 100 shares owned directly by B, B’s
330 deemed-owned ESOP shares, C’s 145
deemed-owned ESOP shares, E’s 30 deemed-
owned ESOP shares, E’s 91.7 synthetic equity
shares, F’s 20 deemed-owned ESOP shares,
plus F’s 108.3 synthetic equity shares total
825, which equals 58.9% of 1,400, which is the
sum of the 1,200 outstanding shares of X and

the 200 shares of synthetic equity shares of X
held by disqualified persons. Thus, 2006 is a
nonallocation year for X’s ESOP under sec-
tion 409(p) because disqualified persons own
at least 50% of the total shares of out-
standing stock of X and the total synthetic
equity shares of X held by disqualified per-
sons. In addition, independent of the pre-
ceding conclusion, 2006 would be a nonalloca-
tion year because disqualified persons own at
least 50% of X’s outstanding shares because
the 100 shares owned directly by B, B’s 330
deemed-owned ESOP shares, C’s 145 deemed-
owned ESOP shares, E’s 30 deemed-owned
ESOP shares, plus F’s 20 deemed-owned
ESOP shares equal 52.1% of the 1,200 out-
standing shares of X.

Example 3. Relating to determination of num
ber of shares of synthetic equity. (i) Facts. Cor-
poration Y is a calendar year S corporation
that maintains an ESOP. Y has a single class
of common stock, of which there are a total
of 1,000 shares outstanding, all of which are
owned by the ESOP. Y has no synthetic eq-
uity, except for four grants of nonqualified
deferred compensation that are made to an
individual during the period from 2005
through 2011, as set forth in column 2 in the
following table. The ESOP provides for the
special rules in paragraph (f)(4)(iii) of this
section to determine the number of shares of
synthetic equity owned by that individual
with a determination date of January 1 and
the triennial rule redetermining value, as
shown in columns 4 and 5:

1 2

3 4 5

Determination date tion on determination date

Present value of nonqualified deferred compensa-

Aggregate
number of
synthetic eqg-
uity shares on
determination
date

New shares of
synthetic eq-
uity on deter-
mination date

Share value on
determination date

January 1, 2005 ...

January 1, 2006 ...

value on January 1, 2006, of $800.

January 1, 2007 ...

A grant is made on January 1, 2005, with a present
value of $1,000. An additional grant of non-
qualified deferred compensation with a present
value of $775 is made on March 1, 2005.

An additional grant is made on December 31, 2005,
which has a present value of $800 on January 1,
2006. The March 1, 2005, grant has a present

No new grants made ..........cccccooeveinn

$10 per share ...... 100 100

$8 per share ........ 200 300

$12 per share ...... 300
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1 2

3 4 5

Determination date tion on determination date

Present value of nonqualified deferred compensa-

Aggregate
number of
synthetic eq-
uity shares on
determination
date

New shares of
synthetic eq-
uity on deter-
mination date

Share value on
determination date

January 1, 2008 ...

ary 1, 2008, of $3,750.
No new grants are made ..
No new grants are made

January 1, 2009 ...
January 1, 2010 ...
January 1, 2011 ...

value on January 1, 2011, of $7,600.

An additional grant is made on December 31, 2007,
which has a present value of $3,000 on January
1, 2008. The grants made during 2005 through
2007 have an aggregate present value on Janu-

No new grants are made. The grants made durin
2005 through 2008 have an aggregate present

$15 per share ...... 200 450

$11 per share ...... 450
... | $22 per share ...... 450
$20 per share ...... 380

(ii) Conclusion. The grant made on January
1, 2005, is treated as 100 shares until the de-
termination date in 2008. The grant made on
March 1, 2005, is not taken into account until
the 2006 determination date and its present
value on that date, along with the then
present value of the grant made on December
31, 2005, is treated as a number of shares that
are based on the $8 per share value on the
2006 determination date, with the resulting
number of shares continuing to apply until
the determination date in 2008. On the Janu-
ary 1, 2008, determination date, the grant
made on the preceding day is taken into ac-
count at its present value of $3,000 on Janu-
ary 1, 2008 and the $15 per share value on that
date with the resulting number of shares
(200) continuing to apply until the next de-
termination date. In addition, on the Janu-
ary 1, 2008, determination date, the number
of shares determined under other grants
made between January 1, 2005 and December
31, 2007, must be revalued. Accordingly, the
aggregate value of all nonqualified deferred
compensation granted during that period is
determined to be $3750 on January 1, 2008,
and the corresponding number of shares of
synthetic equity based on the $15 per share
value is determined to be 250 shares on the
2008 determination date, with the resulting
aggregate number of shares (450) continuing
to apply until the determination date in 2011.
On the January 1, 2011, determination date,
the aggregate value of all nonqualified de-
ferred compensation is determined to be
$7,600 and the corresponding number of
shares of synthetic equity based on the $20
per share value on the 2011 determination
date is determined to be 380 shares (with the
resulting number of shares continuing to
apply until the day before the determination
date in 2014, assuming no further grants are
made).

(i) Effective dates—(1) Statutory effec-
tive date. (i) Except as otherwise pro-
vided in paragraph (i)(1)(ii) of this sec-

tion, section 409(p) applies for plan
years ending after March 14, 2001.

(ii) If an ESOP holding stock in an S
corporation was established on or be-
fore March 14, 2001, and the election
under section 1362(a) with respect to
that S corporation was in effect on
March 14, 2001, section 409(p) applies for
plan years beginning on or after Janu-
ary 1, 2005.

(2) Regulatory effective date. This sec-
tion applies for plan years beginning on
or after January 1, 2006. For plan years
beginning before January 1, 2006,
§1.409(p)-1T (as it appeared in the April
1, 2005, edition of 26 CFR part 1) ap-
plies.

[T.D. 9302, 71 FR 76137, Dec. 20, 2006]

§1.409(p)-1T Prohibited allocations of
securities in an S corporation (tem-
porary).

(a) Organization of this section. Sec-
tion 409(p) applies if a nonallocation
year occurs in an employee stock own-
ership plan (ESOP), as defined in sec-
tion 4975(e)(7), that holds shares of
stock of an S corporation, as defined in
section 1361, that are employer securi-
ties as defined in section 409(1). Para-
graph (b) of this section sets forth the
general rule under section 409(p)(1) and
(2) prohibiting any accrual or alloca-
tion to a disqualified person in a non-
allocation year. Paragraph (c) of this
section sets forth rules under section
409(p)(3), (b)), and (7) for determining
whether a year is a nonallocation year,
generally based on whether disqualified
persons own at least 50 percent of the
shares of the S corporation, either tak-
ing into account only the outstanding
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